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Abstract 
Since the reform and opening-up, China has scored great achievements in its public finance; however, there are also 
many problems: 1) the running-on deficits and the beyond-internationally-recognized-safety-line indexes of treasury 
bonds; 2) the unsuitable distribution between the central government and local governments, the unbalanced relations 
between financial rights and duties of local governments, and the fiscal difficulties of the governments at county and 
township level; 3) the comparatively weak adjusting function of public finance, the growing gaps among the incomes, 
etc. In order to solve these problems, in my opinion, we should take the following two countermeasures: to change 
the fiscal policies and to deepen the reform on fiscal structure. 
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1. Introduction 
The gap of super-distribution of national income and income d istribution continues to expand. It has 
been plaguing China’s economic development in the recent years. Financial allocation is on of the most 
important means in the distribution of national income. So research on whether financial allocation is 
reasonable is of great significance to promoting economic and social development. 
2. The Rapid Growth of China’s Financial Capital 
2.1 The Rapid Growth of China’s Financial Revenue  
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Since the reform and opening-up, China’s fiscal revenues undergo a rather fast improvement. In 
absolute terms, the fiscal revenues in 1979 are 114.638 b illion yuan, and the number grows to 6.85183 
trillion yuan in 2009, which is 59.77 t imes of that in 1979. Given the calculation at constant price, fiscal 
revenues have increased 15 t imes from 1979 to 2009. The growing speed is 14.6% every year. The yearly 
increase speed even goes to more than 20% in eight years, and the highest number is 32% in 2007. Never 
a year goes by negative growth. Even in the year of 2008 and 2009 when the international financial crisis 
caused the global economic regression, China’s GDP grows at the rate  of 9% and 8.7% respectively, and 
the growing rate of fiscal revenue is 19.5% and 11.7%, higher than that of GDP. 
2.2 A Great Deal of China’s Financial Capital being Put into the Area of the Public Needs  
The growth of fiscal revenues creates necessary conditions for enlarging fiscal expenditure in an 
appropriate way. According to the ideal of public finance, China’s fiscal expenditure (under socialist 
market  economy) is div ided into three parts: firstly, the expenditure for maintaining state power organs 
(national defense, diplomatic relat ions, admin istrative management, etc); secondly, the expenditure for 
maintaining and developing social public services, for example, culture, education, science and 
technology, health, environmental protection, social protection, etc; thirdly, the expenditure for investing 
the construction of infrastructural facilit ies. The growth of China’s fiscal revenues and the improvement 
of China’s fiscal conditions secure the expenditure for all the three parts. For example, the natio nal 
defense is a typical social public needs—the experiment and production of “two bombs” (A-bomb and H-
bomb), man-made satellites, manned spacecraft, all of these cannot go without the fiscal support. And, the 
culture, education, health are all covered by public fiscal expenditure. China’s social education 
expenditure grows 102 times from 14.69 billion yuan in 1978 to 1.49922 t rillion yuan in 2008. Thanks to 
the large investment of public finance in education, the compulsory education covers 96% of the tot al 
Chinese population; the illiteracy rate among young and midd le aged people is reduced to 3%; the 
number of college students grows 23.6 times from 0.856 million in 1978 to 20.21 million in 2008. In 
addition, China’s construction of infrastructural facilities scored great achievements these years. Highway 
networks cover almost 90% of China’s counties, reaching  the advanced level of the world. Lots of cross -
river and cross-sea bridges have been constructed to facilitate the transportation . For example, at least 40 
cross-river bridges have been constructed over Yangtze River. Besides, large-scaled airports and harbors 
are constructed. All these construction are backed by mega investment of public finance. Since the year of 
1981, China’s fiscal expenditure on construction of infrastructural facilit ies has been more than 1.2 
trillion yuan. 
3. Outstanding Problems in the Financial Allocation 
Besides these great achievements, there are also many outstanding problems, which can be listed as 
follows: 
3.1 The running-on fiscal deficits in large quantity 
China has fiscal deficits for 27 years in the duration of 30 years from 1980 to 2009, and the total 
number has been accumulated to 3.023314 trillion yuan, which is rare in the world. Before the year of 
1993, the yearly deficit was below 30 billion yuan; however, after the year of 2000, the yearly deficit is 
beyond 100 billion  yuan. In  2002, the fiscal deficit was 314.9 billion yuan, which  is 2.99% of that year’s 
GDP, 19.2% of national fiscal revenue and 30% of central government’s fiscal revenue. These numbers 
are close to the alarm line internationally accepted —3% of GDP. China’s fiscal deficits have been 
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lowered in the year of 2003, 2004, 2005, 2006, and in 2007, the fiscal revenue and expenditure reached 
balance. However, along with the international financial crisis, China has fiscal deficit once again in  2008. 
In 2009, the deficit reached to 778.163 billion yuan, which is 2.28% of that year’s GDP, 11.35% national 
fiscal revenue and 21.6% of central government’s fiscal revenue. 
As for the function of fiscal deficit, we should observe it in an objective way. I always take the opinion 
that in some special economic development stage when national public expenditure is short and the 
purchasing power and market are weak, the appropriate use of deficits distribution is conducive to 
preventing national economy from decline, adjusting economical structure, improving people’s lives, and 
finally eliminating deficits to reach the balance between revenue and expenditure. But the q uantity of 
deficits should be in low and the duration of deficits should be in short. Otherwise, over-numbered and 
over-durational deficits shall usually cause over-economic monetary issuance, that is, the so-called deficit 
coverage fiscal issuance of paper money, which leads to price rise and inflation. 
3.2 Too large treasury bonds with some indexes significantly beyond those internationally accepted  
Since China resumed issuing treasury bonds in 1985, the bonds have been on an ever-increasing scale, 
with two indexes being over the internationally-accepted safety indexes and thereby there has been 
already financial risks. The three main international indexes for measuring the safety of issuing bonds are 
dependence degree on national debt, national dept burden rate and payment rate of national debt. 
Dependence degree on national debt refers to the proportion of national bonds in the fiscal expenditure of 
the year. Internationally, there is an empirical control line fo r the safety of dependence on debt: that is 
15 % to 20%. National dept burden rate refers to the proportion of the outstanding bonds (the accumulated 
outstanding bonds over the years) of the year in the gross domestic product (GDP). This proportion is an 
important indicator for controlling the total amount of the national debt and preventing debt crisis. It is 
internationally  provided that the general proportion should be under 60%. In 1992, the debt burden of the 
United States and Japan were respectively 52% and 52.7% whereas in 1991, the debt burden of the United 
Kingdom was 37.2%. All the above is considered to be moderate proportion. Payment rate of national 
debt refers to the rat io of capital repayment with interest in the general fiscal revenue of the year. For this 
indicator, the internationally accepted safety line is between 8%-10%[1]. For instance, in America, Britain,  
Germany and Japan, the repayment rate is at average less than 10%. Here are the three indicators of China 
in the last 14 years. 
Table 1:  The three indicators of China in 1994-2004   Unit:% 
Time 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
Dependenc
e degree 
bonds 
20.3 22.7 24.8 26.8 30.6 28.1 26.3 24.3 25.7 24.9 24.1 20.4 21.9 47.1 
Debt 
burden 
ratio 
7.43 7.37 7.8 8.78 13.3 14.9 16.5 17.9 19.5 20.2 19.6 17.8 16.5 20.2 
Payment 
rate of debt  9.6 14.1 18.3 22.2 23.8 16.7 11.8 12.2 13.6 13.6 13.9 12.2 13.1 13.5 
Source: Based the data from "China Statistical Yearbook " of 2008. 
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The table shows that since 1995 most of China’s dependence degree on national b onds and payment 
rate of national debt are above the internationally-accepted safety control line.  
3.3 The revenue distribution between the central government and the local government is inappropriate .  
To be more specific, the higher-level government possesses more revenue, while the lower-level 
government, especially the basic-level government, spends more income. Therefore, the financial budget 
at the county and the town level is in  great d ifficult ies. So  the financial situation at the county and the 
town level worsens. At the same time, the local government has to take charge of more and more affairs, 
some of which are orig inally in the hands of the government at the higher-level, such as compulsory 
education in rural areas, public hygiene, infrastructure, environmental protection, public security, family 
plan, etc. Particu larly, teachers ’ salary and expenditure of education, public hygiene, environmental 
treatment and social security, which account for 50 percent of revenue at the county and the town level, 
are now primarily assumed by the county and the town government rather than the central and the 
provincial government. Of course, after the provincial government controls the county government’s 
revenue, the situation mentioned above is somewhat allev iated, but the problem is not thoroughly 
resolved. 
The revenue distribution proportion between the central and the local government is unreasonable, 
which has already greatly influenced the ruling ability of the government at the basic and medium level. 
In 1993, central budget revenue just occupied 22 percent of state budget revenue. However, in 2002, this 
number amounted to 55 percent and remained from 52 to 54 percent from 2003 to 2009. 
According to the affairs managed by the central and the local government, the central government 
should have no more than 30 percent of the budget revenue, the provincial government should acquire no 
more than 20 percent and the government at the city, county and town level should get more than 50 
percent[2]. But the status quo is just in opposite. Investigation shows that in recent years the local 
governments at four levels obtain 46 percent of the budget revenue and the governments at the county and 
the town level only receive about 18 percent. Thus, the governments at the county and the town level 
cannot function as required. For example, an investigation conducted by the standing committee of 
People’s  Congress in Anhui province in 2004 indicated that counties in revenue and expenditure balance 
only accounted for 32 percent. In 2008, of the 60 counties investigated in Anhui province, only 4 
counties’ revenue was over or equal to expenditure. The other counties could only balance their budget 
revenue with the help of financial transfer payment. It is easily seen that the financial situation at the 
county and the town level is rather fragile. Many counties have great difficult ies in regular performance 
and public project expenditure and have to borrow money. 
3.4 Present Financial Allocation Regulation Ability being Poor  
The present Chinese financial system cannot regulate income distribution very well, so three kinds of 
income gap (the income gap between citizens, the income gap between urban and rural areas and the 
income gap between regions) have broadened. Fairness has become the dominant aspect of contradiction 
between efficiency and fairness. International Monetary Fund (IMF) has already grouped China into 
countries where residents’ income gap is rather large. In 1980, the Geordie Coefficient in China was 0.22, 
while it  exceeded the warning line of 0.4 in 1998. According to the statistics provided by World Bank 
(WB), the Geord ie Coefficient in our country reached 0.403 in 1998. Some experts believe that in 2008 
this number has reached to 0.47. 
The Government Finance in western countries advocates that efficiency is realized by marked and 
fairness is achieved by government. In other words, fair and justified  property distribution should be 
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regulated by the government with the help of economic lever. The government can promote fair 
distribution and bridge the income gap through tax, financial subsidy, financial t ransfer payment and so 
on. But  our country has not done enough. For example, individual income tax is aimed to regulate the 
disparity of individual income, but it  cannot limit  people with h igher income or support people with 
medium or lower income in China. As a consequence, the salaried people become the primary payers of 
individual income tax. The fact  that the threshold of indiv idual income tax (the legal deduction) has been 
improved from 800 RMB to 2000 RMB is a b ig progress, but the unchanged itemized taxation leads to 
various kinds of legitimate tax evasion[3]. In addition, inheritance tax and gift tax have not been 
introduced. What’s more, the higher-level government can conduct financial transfer payment on the 
lower-level areas with backward economy and lower income so that the income of those areas can be 
promoted and income gap can be bridged. However, the amount of t ransfer payment is s mall and income 
of poverty-stricken areas and poor people are not obviously heightened. Factor method has not been 
employed in transfer payment, which leads to the fact that financial transfer payment can only play a very 
limited role in raising urban residents ’ excessively low income and quickening rural development. 
4. Two measures for relieving the contradiction in China’s Current Financial Allocation 
In order to solve the financial problems, we believe that two major measures should be taken˖First, 
we must carry out timely conversion of fiscal policy.  Second, we must improve the financial system, 
especially tax federalism reform. 
4.1 Fiscal policy conversion problem 
To solve the problem of deflation and insufficient effective demand, since 1998, China has 
implemented proactive fiscal policies: adopting measures like issuing national debts, expanding 
investment, and increasing the budget deficit. The fiscal polices have been implemented for 7 years, with 
total 34,000 billion Yuan national debts being issued. The total deficit reached more than 14,900 b illion 
from 1999 to 2004. Because of too large budget deficit, in the second half of 2004ˈChina faced the 
problems of rising commodity prices, economic overheating and excessive money circulation. State 
council executed timely macro-control. It  converted the expansionary fiscal policy  to a neutral fiscal 
policy with a prudent monetary policy. As a result, it promoted the stability of commodity prices; the 
currency in circu lation became normal with a steady economic growth. But in the second half of 2008, 
China was influenced by the international financial crisis, which slowed economy development and 
caused domestic unemployment to rise. In order to curb the trend of economic decline, the State Council 
converted fiscal policy in time. In November China implemented the proactive fiscal policy the main 
content of which is  "three-plus-one-minus-one-optimizat ion ", that is, increasing government investment 
in public goods, Increasing subsidies to low-income groups, increasing investment in energy saving 
technology; reducing structural Taxes and fees; optimizing revenue and expenditure structure. 
This is undoubtedly important to “maintain ing growth, ad justing structure, and promoting reform”, but 
it also expanded the domestic debt, increased budget deficits and the money supply became excessive. In 
the end, prices went up again with inflationary pressure. Up to November of 2010, prices rose by 5.1%, In 
December, the index fell slightly with price being reduced to 4.6%. The annual inflation rate was 3.3%. 
Therefore, we must use the financial allocation and the money supply to curb inflation. 
Although the central bank raised the deposit reserve seven times in  2010 and raised interest rates twice, 
but to rely on the conversion of monetary policy alone is not sufficient to control the inflation and 
economic overheating. Therefore, we suggest fiscal policy should be converted to a neutral fiscal policy.  
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We must reduce the budget deficit and national debts greatly this year. We should make our financial 
distribution back to "living within our means.”  
4.2. Reforming and improving the financial system, in particular, deepening the tax distribution reform. 
Financial system is a basic system of dealing the finance distribution relationship between the central 
and local governments, including intergovernmental revenues division, expenditure  responsibilit ies and 
fiscal transfer payments, etc. The existing tax d istribution is based on "fiscal responsibility" reform in 
1994. Compared with the tax distribution of foreign countries which implement market economy policy 
only, our tax distribution cannot be counted as complete tax distribution[4].  
First, our existing tax distribution is only carried out between central and provincial governments. 
Second, our current tax system retains many shared taxes, and they are crucial taxes like VAT, corporat e 
income tax and personal income tax. However, the complete tax system is generally defined as the central 
and local taxes. Th ird, our existing tax d istribution has an unclear division of responsibilit ies and rights 
between the governments. Lots of rights were not in  the form of laws, which makes the casual transfer 
possible of responsibilit ies and rights from the upper government to lower government. Fourth, there is 
always less general transfer payments, but more special transfer payments. Transfer paymen ts are not 
issued according to the “factor method”, but done arbitrarily. Fifth, the local tax system is not perfect. It 
lacks the main taxes,  which results in less tax revenue in lower levels of government and unbalance of 
property rights and powers. Therefore, to reform and improve the existing tax d istribution system is the 
only way to solve the structural contradictions of financial distribution. 
First of all, we should adjust the financial distribution structure by actively promoting the financial 
management system of province-directly-manage-county and county-manage-township -finance. We 
should establish and improve basic financial protection mechanismˈenhance local government’s ability 
of providing public services ˈ overcome the financial difficulties of county government. It is 
recommended local governments should have appropriate increase of sharing  value-added tax, corporate 
income tax and personal income tax. Second, the rights and expenditure responsibilities of the central and 
local governments  should be reasonably defined and should be clearly formulated in the law form. The 
expenditure responsibilities in the compulsory education, public health, public safety, environmental 
protection, social security and other basic services should be clearly d istributed between the central and 
local governments and between local governments. Those rights and expenditure responsibilit ies suitable 
for the government of higher level should be transferred to the higher government in order to reduce the 
rights and expenditure responsibilit ies of the lower government. Third, we should improve the local tax 
system, establish local main taxes and expand the tax rights of local governments. It is suggested that 
under the unified  tax admin istration, provincial (municipal) government should be given administrative 
rights on the local tax so as to develop local pillar tax sources. For general local taxes, provincial 
(municipal) government should be endowed legislat ive power, the right to levy or suspend levying, the 
right to adjust tax items and tax rate, and the right to relieve tax to ensure that local governments have 
sufficient financial resources for developing adequate local public services and the local economy and 
culture. Fourth, it is suggested to use scientific method of transferring payments by enlarging the payment 
power of the central and western regions. It  is also recommended that “factor method” be used instead of 
“base method” as the principle for t ransferring payments. We had better combine vertical and hor izontal 
ways to transfer payments. It is suggested that we impose “common prosperity fun” in the more 
developed provinces (municipalit ies) to help the central, western and some poor regions to improve the 
low per capita  income and the slow economic and social development so that we can achieve common 
prosperity between the regions. Finally, we should strengthen the regulatory function of the tax system to 
promote equitable distribution. Personal income tax threshold should be increased again so as to prote ct 
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the benefits of the people on low income. In  the mean time, we should establish a personal income tax 
system with combination of comprehensive and classified personal income taxes by increasing persona 
income tax of the people on high-income. For instance, we can impose inheritance tax and social security 
tax as soon as possible, perfect consumption tax system in order that we can further its role in regulating 
the distribution of income. 
5. Conclusion 
In short, through the financial system reform, increase of transfer payments, improvement of  the tax 
system, we can narrow the regional income gap, promote equitable distribution and achieve smooth 
economic and social development. 
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